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EXPOSURE DRAFT 
AUDITING PROPERTY AND LIABILITY 
REINSURANCE 
PROPOSED AUDITING 
STATEMENT OF POSITION 
MARCH 15, 1982 
PREPARED BY THE REINSURANCE AUDITING AND ACCOUNTING TASK FORCE 
AUDITING STANDARDS DIVISION 
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS 
FOR COMMENTS FROM PERSONS INTERESTED IN AUDITING AND REPORTING 
COMMENTS SHOULD BE RECEIVED BY JUNE 15, 1982 
AND ADDRESSED TO AUDITING STANDARDS DIVISION, FILE 3155, 
AICPA, 1211 AVENUE OF THE AMERICAS, NEW YORK, N.Y. 10036 
SUMMARY 
This exposure draft provides guidance on certain significant 
aspects of internal accounting controls and auditing procedures 
for property and liability reinsurance, including accident and 
health reinsurance. 
For ceded reinsurance, this exposure draft provides guidance on 
internal accounting controls and related auditing procedures 
regarding the evaluation of the assuming company's financial 
responsibility and stability. For assumed reinsurance, the 
draft provides guidance on internal accounting controls and 
related auditing procedures regarding the assessment of the 
accuracy and reliability of data received from the ceding 
company. The draft also provides guidance on the auditor's 
tests of selected reinsurance contracts, transactions, and 
related balances and guidance on internal accounting controls 
and related auditing considerations for reinsurance transacted 
through an intermediary or broker. 
AICPA American Institute of Certified Public Accountants 1211 Avenue of the Americas, New York, New York 10036 (212)575-6200 
March 15, 1982 
An exposure draft of a proposed auditing statement of position, 
Auditing Property and Liability Reinsurance, accompanies 
this letter. The draft was prepared by the Reinsurance Auditing 
and Accounting Task Force of the AICPA Insurance Companies 
Committee. The proposed statement is intended to supplement 
the AICPA industry audit guide, Audits of Fire and Casualty 
Insurance Companies. 
The exposure draft provides guidance on certain significant 
aspects of internal accounting controls and related auditing 
procedures for property and liability reinsurance for audits of 
ceding companies and assuming companies. Auditing guidance for 
life reinsurance is being considered separately, and will be 
the subject of a later exposure draft. 
Comments or suggestions on issues contained in this exposure 
draft will be appreciated. The task force's consideration of 
responses will be helped if comments refer to a specific 
paragraph, explain the problem, and include supporting reasons 
for any suggestions or comments. 
Responses should be addressed to the AICPA Auditing Standards 
Division, File 3155, in time to be received by June 15, 1982. 
Written comments on the exposure draft will become part of the 
public record of the AICPA Auditing Standards Division and will 
be available for inspection at the offices of the American 
Institute of Certified Public Accountants after July 15, 
1982, for one year. 
Sincerely, 
John E. Hart 
Chairman 
Reinsurance Auditing and 
Accounting Task Force 
D. R. Carmichael 
Vice President, Auditing 
PROPOSED STATEMENT OF POSITION 
AUDITING PROPERTY AND LIABILITY REINSURANCE 
1. This paper provides guidance on auditing property and 
liability reinsurance, including accident and health reinsurance. 
Auditing guidance for life reinsurance will be considered 
separately. Accounting and reporting of reinsurance transac-
tions and related issues will be addressed in issues papers to 
be developed at a later date. 
2. Reinsurance is the assumption by one insurer of all 
or part of a risk originally undertaken by another insurer. 
Reinsurance is not transacted directly with the general public; 
reinsurance transactions are between insurance companies. 
In the United States there are basically three types of rein-
surance entities: professional reinsurers, reinsurance depart-
ments of primary insurance companies, and various groups or 
syndicates of insurers referred to as reinsurance pools or 
associations. 
• Professional reinsurers, while likely permitted by their 
charters and licenses to operate as primary insurance 
companies, engage almost exclusively in reinsurance. 
• Reinsurance departments of primary insurance companies 
function as units of primary insurers and engage in the 
reinsurance business. 
• Reinsurance pools (also referred to as associations or 
Syndicates) may be organized to provide their members with 
reinsurance protection and management for certain specialized, 
high-risk coverage or with general access to the reinsurance 
market for traditional lines of business. 
In addition, reinsurance intermediaries and brokers facilitate 
the business of reinsurance by bringing together reinsurance 
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purchasers and sellers. The functions of such organizations 
may include assisting in the design and negotiation of the 
terms of reinsurance, syndicating the placement of reinsurance, 
accumulating and reporting transactions, distributing premiums, 
and collecting claims. 
3. Major reasons for insurance companies entering 
reinsurance contracts are to--
a. Reduce their exposure on particular risks or classes 
of risks. 
b. Protect against accumulations of losses arising 
out of catastrophes. 
c. Reduce total liabilities to a level appropriate 
to their premium volume and capital. 
d. Provide financial capacity to accept risks and policies 
involving amounts larger than could otherwise be accepted. 
e. Help stabilize operating results. 
f. Obtain assistance with new products and lines of 
insurance. 
For similar reasons, reinsurers may at times reinsure their 
own risks with other insurance and reinsurance companies, a 
practice known as retrocession. 
4. Reinsurance may be transacted under broad, automatic 
contracts called "treaties," which are usually of long duration 
and which cover some portion of a particular class of business 
underwritten by the insurers. Reinsurance may also be transacted 
under "facultative" agreements, which cover specific individual 
risks and require the insurer and reinsurer to agree on terms and 
conditions of reinsuring each risk. Reinsurance may either be 
"pro rata," in which the reinsurer and the insurer share 
proportionately in the premiums and losses, or "excess," in 
which only the insurer's losses above a fixed point, known 
as the "retention," are reinsured. (For a description of the 
various types of reinsurance transactions, see the AICPA 
industry audit guide, Audits of Fire and Casualty Insurance 
Companies, pages 5-8.) 
5. In ceding all or part of a risk the "ceding company" 
does not discharge its primary liability to its insureds. The 
ceding company remains fully liable for the face amount of 
the policy issued. Through reinsurance, the ceding company 
reduces its maximum exposure in the event of loss by obtaining 
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the right to reimbursement from the "assuming company" for the 
reinsured portion of the loss. 
6. The accounting entries for reinsurance ceded transac-
tions are the opposite of the entries that arise from direct 
business. The amounts for reinsurance transactions are usually 
netted against the related accounts in financial statements. 
Statement of Position 78-6, Accounting for Property and 
Liability Insurance Companies, issued by the AICPA Accounting 
Standards Executive Committee, describes in paragraph 47 the 
accounting for ceded reinsurance: 
Amounts recoverable from reinsurers that are related to 
paid losses and loss adjustment expenses, if applicable, 
should be classified in the financial statements as 
assets, subject to appropriate valuation allowances. 
Estimated amounts recoverable from reinsurers that are 
related to unpaid losses and loss adjustment expenses 
should be deducted from the unpaid losses and loss 
adjustment expenses with disclosure of the amounts 
deducted. Ceded unearned premiums do not represent 
receivables; therefore, those amounts should be netted 
against the related unearned premiums. Receivables and 
payables from the same reinsurers, including funds 
withheld, should be offset. Reinsurance premiums ceded 
and reinsurance recoveries on losses may be netted 
against the respective earned premiums and incurred 
losses in the income statement.1 
7. The accounting entries for reinsurance assumed 
normally parallel those for direct insurance. However, the 
extent of the detail in the information provided to the assuming 
company by the ceding company or the reinsurance intermediary 
can vary significantly regarding--
a. Timeliness of the information submitted. 
b. Detail of information relating to policies, claims, 
unearned premiums, and loss reserves. 
c. Annual statement line-of-business classification. 
d. Foreign currency translation information on business 
assumed from companies domiciled in foreign countries 
("alien companies"). 
1. This guidance has been incorporated, without significant change, 
in the proposed FASB statement, Accounting and Reporting by Insurance 
Enterprises. See paragraphs 38 and 60e of the FASB's November 18, 
1981, exposure draft. 
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Information on losses incurred but not reported (IBNR) and bulk 
reserves also may be reported by ceding companies under pro 
rata reinsurance arrangements. Generally no IBNR will be 
reported on nonproportional (excess) reinsurance arrangements. 
Based on the quality and comprehensiveness of the detail 
presented, the information provided may or may not be used 
by the assuming company. 
8. FASB Statement No. 5 describes reporting in conformity 
with generally accepted accounting principles for "payments to 
insurance companies that may not involve transfer of risk." 
Paragraph 44 of FASB Statement No. 5 states: 
To the extent that an insurance contract or reinsurance 
contract does not, despite its form, provide for indemnifi-
cation of the insured or the ceding company by the insurer 
or reinsurer against loss or liability, the premium paid 
less the amount of the premium to be retained by the 
insurer or reinsurer shall be accounted for as a deposit 
by the insured or the ceding company. Those contracts may 
be structured in various ways, but if, regardless of form, 
their substance is that all or part of the premium paid by 
the insured or the ceding company is a deposit, it shall 
be accounted for as such. 
9. The following sections describe certain significant 
aspects of internal accounting controls regarding ceded reinsur-
ance and assumed reinsurance and describe the related auditing 
procedures. SAS No. 1, section 320.31 states, "The establish-
ment and maintenance of a system of internal control is an 
important responsibility of management." The concept of material-
ity is inherent in the work of the independent auditor, and the 
elements of materiality and relative risk underlie the applica-
tion of generally accepted auditing standards. 
Ceded Reinsurance 
10. The ceding company should have internal control 
procedures to (a) evaluate the financial responsibility and 
stability of the assuming company (whether the assuming company 
is domiciled in the United States or in a foreign country) and 
(b) provide reasonable assurance as to the accuracy and relia-
bility of information reported to the assuming company and 
amounts due to or from the assuming company. Control procedures 
to evaluate the financial responsibility and stability of the 
assuming company may include--
a. Obtaining the assuming company's most recent financial 
statements and, if those statements were audited, the 
independent auditor's report. 
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b. Obtaining copies of recent financial reports of the 
assuming company filed with the Securities and Exchange 
Commission. 
c. Obtaining the assuming company's statutory financial 
statements ("convention statements") with particular 
consideration of loss reserve development and the quality 
and liquidity of the company's invested assets. 
d. Obtaining and reviewing information on the assuming company 
from available sources, such as--
• A.M. Best's Reports and ratings. 
• Dun & Bradstreet reports. 
• Insurance department examination reports. 
• Loss reserve certifications filed with regulatory 
authorities. 
• Letters relating to the adequacy of internal accounting 
controls filed with regulatory authorities. 
• Insurance Regulatory Information System results filed 
with regulatory authorities. 
e. Inquiring about the assuming company's retrocessional 
practices. 
f. Inquiring about the general business reputation of the 
assuming company and the background of its owners and 
management. 
g. Ascertaining whether the assuming company is authorized to 
transact reinsurance within the ceding company's state of 
domicile or whether letters of credit or other means of 
security are provided if the assuming company is not so 
licensed. 
h. Requesting and evaluating collateral from the assuming 
company on certain reinsurance contracts. 
11. The ceding company's control procedures relating to 
the accuracy and reliability of information reported to the 
assuming company and amounts due to or from the assuming 
company are generally similar in nature to other control 
procedures for the recording of insurance transactions. Those 
control procedures are not addressed in this statement. 
12. The ceding company's independent auditor should 
review and evaluate the ceding company's procedures for deter-
mining the assuming company's ability to honor its commit-
ments under the reinsurance contract. If the auditor intends 
to rely on the prescribed procedures, he should perform tests 
of the ceding company's procedures to obtain reasonable assur-
ance that they are in use and operating as planned. 
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13. The absence of adequate procedures by the ceding 
company to determine the assuming company's ability to 
honor its contractual commitments, or the lack of reasonable 
assurance that such procedures are in use and operating as 
planned, may constitute a material weakness in the ceding 
company's system of internal accounting control.2 If the 
auditor decides not to rely on the company's control procedures, 
whether because of a material weakness or other reasons, he 
should extend his procedures to evaluate the collectibility of 
amounts recorded in the financial statements as recoverable 
from the assuming company. The auditor's extended procedures 
may include certain of the procedures specified in paragraph 10, 
but they are not necessarily limited to those procedures. The 
auditor's inability to perform the procedures he considers 
necessary, whether as a result of restrictions imposed by the 
client or by circumstances such as the timing of the work, the 
inability to obtain sufficient competent evidential matter, or 
an inadequacy in the accounting records, constitutes a scope 
limitation that may require the auditor to qualify his opinion 
or disclaim an opinion (see SAS No. 2, paragraphs 10-13). 
In such circumstances, the reasons for the auditor's qualifi-
cation of opinion or disclaimer of opinion should be described 
in his report. 
14. To determine whether reinsurance contracts are 
appropriately accounted for, the independent auditor of the 
ceding company should perform procedures for selected contracts, 
selected transactions, and related balances, which include the 
following: 
a. Read the reinsurance contract and related correspondence to--
• Obtain an understanding of the business objective of 
the reinsurance contract, and 
• Determine whether the contract should be accounted for 
according to the provisions of FASB Statement No. 5, 
paragraph 44 (see paragraph 8, above). 
2. SAS No. 1, section 320.68 states, "A material weakness 
is a condition in which the specific control procedures or the 
degree of compliance with them do not reduce to a relatively 
low level the risk that errors or irregularities in amounts 
that would be material in relation to the financial statements 
being audited may occur and not be detected within a timely 
period by employees in the normal course of performing their 
assigned functions" (as amended by SAS No. 30 ). SAS No. 20 
requires the auditor to communicate to senior management and 
the board of directors or its audit committee material weak-
nesses in internal accounting control that the auditor becomes 
aware of through his examination. 
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b. Trace the selected reinsurance contracts to the appropriate 
records. 
c. Test the selected transactions to supporting documents and 
test the related receivables and payables. 
d. Obtain written confirmation of selected balances. In 
certain circumstances, confirmation of contract terms may 
be appropriate. 
Assumed Reinsurance 
15. A significant element of the assuming company's 
system of internal control related to assumed reinsurance is 
appropriate control procedures for assessing the accuracy and 
reliability of data received from the ceding company (whether 
the ceding company is domiciled in the United States or in a 
foreign country). Principal control procedures of the assuming 
company may include--
a. Maintaining an underwriting file with information relating 
to the business reasons for entering the reinsurance 
contract and anticipated results of the contract. The 
underwriting file may include--
• Historical loss ratios and combined ratios of the 
ceding company. 
• Anticipated loss ratios under the contract. 
« An' indication of the frequency and content of reports 
from the ceding company. 
• Prior business experience with the ceding company. 
• The assuming company's experience on similar risks. 
• Information regarding pricing and ceding commissions. 
b. Monitoring the actual results reported by the ceding 
company and investigating the reasons for and the effects 
of significant deviations from anticipated results. 
c. Visiting the ceding company and reviewing and evaluating 
its underwriting, claims processing, loss reserving, and 
loss reserve development monitoring procedures. 
d. Obtaining from the ceding company a special report by 
their independent accountant regarding the ceding company's 
internal accounting controls relating to ceded reinsurance 
(see SAS No. 30, Reporting on Internal Accounting Control, 
paragraphs 60-61). 
16. Additional control procedures of the assuming company 
may include--
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a. Obtaining the ceding company's most recent financial 
statements and, if those financial statements were audited, 
the independent auditor's report. 
b. Inquiring about the general business reputation of the 
ceding company and the background of its owners and 
management. 
c. Obtaining and reviewing the ceding company's statutory 
financial statements ( convention statements") with 
particular consideration of loss reserve development. 
d. Obtaining and reviewing available sources of information on 
the ceding company, such as--
• A.M. Best's Reports and ratings. 
• Dun & Bradstreet reports. 
• Insurance department examination reports. 
• Loss reserve certifications filed with regulatory 
authorities. 
• Letters relating to the adequacy of internal accounting 
controls filed with regulatory authorities. 
• Insurance Regulatory Information System results filed 
with regulatory authorities. 
17. The assuming company's independent auditor should 
review and evaluate the assuming company's procedures for 
assessing the accuracy and reliability of data received 
from the ceding company. If the auditor intends to rely on the 
prescribed procedures, he should perform tests of the company's 
procedures to obtain reasonable assurance that they are in use 
and operating as planned. 
18. The absence of adequate procedures by the assuming 
company to obtain assurance regarding the accuracy and relia-
bility of data received from the ceding company, or the lack of 
reasonable assurance that such procedures are in use and 
operating as planned, may constitute a material weakness in the 
assuming company's system of internal accounting control.3 
If the auditor decides not to rely on the company's control 
procedures, whether because of a material weakness or other 
reasons, he should extend his procedures to obtain assurance 
regarding the accuracy and reliability of the data received 
from the ceding company. The auditor's extended procedures may 
include, but would not necessarily be limited to, one or more 
of the following--
a. Performing certain of the principal control procedures 
specified in paragraph 15. 
3. See footnote 2. 
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b. Visiting the ceding company's independent auditor and 
reviewing his working papers (see SAS No. 1, section 
543.13). 
c. Performing auditing procedures at the ceding company 
or requesting the independent auditor of the ceding 
company to perform agreed-upon procedures. 
d. Obtaining a special-purpose report from the ceding com-
pany's independent auditor on the company's internal 
controls relating to ceded reinsurance (see proposed 
SAS, Special-Purpose Reports for Use by Other Auditors, 
[exposure draft October 15, 1981]). 
The auditor's inability to perform the procedures he considers 
necessary, whether as a result of restrictions imposed by the 
client or by circumstances such as the timing of the work, the 
inability to obtain sufficient competent evidential matter, or 
an inadequacy in the accounting records, constitutes a scope 
limitation that may require the auditor to qualify his opinion 
or disclaim an opinion (see SAS No. 2, paragraphs 10-13). In 
such circumstances, the reasons for the auditor's qualification 
of opinion or disclaimer of opinion should be described in his 
report. 
19. To determine whether reinsurance contracts are 
appropriately accounted for, the independent auditor of the 
ceding company should perform procedures for selected contracts, 
selected transactions, and related balances, which include the 
following: 
a. Read the reinsurance contract and related correspondence to--
• Obtain an understanding of the business objective of 
the reinsurance contract, and 
• Determine whether the contract should be accounted for 
according to the provisions of FASB Statement No. 5, 
paragraph 44 (see paragraph 8, above). 
b. Trace the selected reinsurance contracts to the appropriate 
records. 
c. Test the selected transactions to supporting documents and 
test the related receivables and payables. 
d. Obtain written confirmation of selected balances. In 
certain circumstances, confirmation of contract terms may 
be appropriate. 
20. Participation in reinsurance pools, associations, and 
syndicates is in some respects similar to reinsurance, and the 
guidance in paragraphs 15-19 is generally applicable in the 
-13-
audit of an assuming company (participating company). Pools, 
associations, and syndicates often issue audited financial 
statements to participating companies, and the auditor of a 
participating company may use the report of the independent 
auditor of the pool, association, or syndicate in his examination. 
Guidance on the auditor's considerations in those circumstances 
is provided in SAS No. 1, section 543, "Part of Examination 
Made by Other Independent Auditors." 
Reinsurance Intermediaries and Brokers 
21. Reinsurance may be transacted and serviced directly 
between the ceding and assuming companies or through a reinsur-
ance intermediary or broker. When an intermediary or broker is 
involved, the control procedures of the intermediary or broker 
are an integral part of the reinsurance transaction. The 
assuming and ceding companies should coordinate their control 
procedures with those of the reinsurance intermediary or broker. 
22. A company may delegate to a reinsurance intermediary 
or broker the performance of the procedures described in 
paragraphs 10 and 15-16. The company, however, should have 
procedures to satisfy itself that the intermediary or broker is 
adequately performing those procedures. The guidance provided 
the independent auditor in paragraphs 12-13 and 17-18 is applicable. 
23. In addition to the functions discussed in paragraphs 
10 and 15-16, a reinsurance intermediary or broker collects, 
holds, disburses, and remits funds on behalf of the insurance 
company. The insurance company should have controls to provide 
reasonable assurance that the broker or intermediary is--
a. Adequately performing those functions. 
b. Safeguarding the funds and, if required, appropriately 
segregating the funds. 
c. Settling accounts on a timely basis. 
The insurance company may accomplish this by obtaining a 
letter from the independent auditor of the intermediary or 
broker or by visiting the intermediary or broker and reviewing 
its controls relating to those functions. The auditor of the 
insurance company should review and evaluate the company's 
internal control procedures, and, if he intends to rely on 
them, he should test the operation of those control procedures. 
If the auditor decides not to rely on those controls, he should 
extend his procedures to obtain assurance that the objectives 
described above are met. 
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Effective Date 
24. This statement of position provides for practices 
that may differ in certain respects from present acceptable 
practices. Accordingly, this statement of position will be 
affective for examinations made in accordance with generally 
accepted auditing standards for periods ending on or after 
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